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SUBMISSION  OF  THE  RENT  STABILIZATION  ASSOCIATION 
TO  THE  RENT  GUIDELINES  BOARD 
FOR  RENT  GUIDELINES  ORDER  NO.  11 


INTRODUCTION 

The  Rent  Stabilization  Association  of  N.Y.C.,  Inc.  ("RSA")  submits 
this  proposal  to  the  Rent  Guidelines  Board  (the  "Board")  for  Rent  Guidelines 
Order  No.  11,  in  support  of  fair  and  realistic  rent  adjustments.  The  proposal 
is  based  upon  the  factors  which  the  Board  is  mandated  by  law  to  consider 
under  the  overall  statutory  standard  of  "the  economic  condition  of  the  resi- 
dential real  estate  industry  in  the  affected  area."  It  also,  with  respect  to 
vacancy  leases,  gives  concrete  recognition  to  the  statutory  declaration  "that  the 
transition  from  regulation  to  a  normal  market  of  free  bargaining  between  land- 
lord and  tenant.   .   .[is]  the  objective  of  state  and  city  policy.  ..." 

Under  the  statutory  mandate  that  the  Board  consider  "the  economic 
condition  of  the  residential  real  estate  industry,"  the  Board  should,  in  addition 
to  recompensing  owners  for  the  sharp  increase  in  costs  of  operation  and  mainte- 
nance of  their  buildings  shown  by  the  1978  to  1979  Bureau  of  Labor  Statistics1 
Price  Index,  give  greater  and  more  direct  consideration  to  the  other  factors 
adversely  impacting  upon  the  financial  health  of  the  industry. 

The  directive  to  consider  the  "economic  conditions  of  the  residential 
real  estate  industry"  necessarily  includes  something  more  than  merely  keeping 
rents  in  step  with  increases  in  operating  and  maintenance  costs  ("O+M").  This 
statutory  mandate  requires  the  Board  to  assure  that  owners  receive  a  fair 
return,  in  real  dollars,  on  their  investment.  Clearly,  this  has  not  been  the 
case  in  the  past  given  the  accelerating  number  of  abandonments  and  the  lack  of 
new  privately-financed  multi-family   construction.     Use  of  the   BLS  Consumer 


Price  Index  as  a  price  deflator  indicates  that  $100  in  equity  invested  in  1967 
has  deteriorated  to  $48  today,  when  rents  are  increased  solely  to  compensate 
for  increases  in  O+M  costs .  The  impact  of  such  inflation  on  the  "economic 
condition  of  the  residential  real  estate  industry"  in  New  York  City  requires 
direct  compensation  for  this  loss  in  capital  value. 

Based  upon  the  most  complete  economic  data  presently  available,  and 
building  upon  the  methodology  employed  in  setting  Order  No.  10a,  the 
guidelines  for  leases  commencing  between  July  1,  1979  and  June  30,  1980  should 
be: 

Percentage  Increase 


(a)  one-year  lease:  11.5 

(b)  two-year  lease:  15.5 

(c)  three-year  lease:  20.0 

(d)  additional  after  vacancy:  15.0 

(e)  additional  when  electricity 

included  in  rent:  1.0 


As   will  be  detailed  in  the  ensuing  discussion,   these  guidelines  are 

derived  using  the  following  data,  assumptions,  and  analyses: 

(1)  An  8.2  percent  increase  in  the  Bureau  of  Labor  Statistics' 
Price  Index  of  Operating  Costs  for  Rent  Stabilized  Apartment  Houses 
in  New  York  City  (the  "BLS  Index"),  covering  post- 1947  buildings 
over  the  period  April  1978  to  April  1979  (Table  1).* 


*  In  its  submission  to  the  Board  dated  February  2,  1979, 
RSA  presented  the  results  of  its  1976-1977  expenditures 
survey  and  discussed  the  limitations  inherent  in  the  use  of 
a  price  index  rather  than  an  expenditures  survey .  The 
RSA  does  not  vary  from  that  position  here. 

RSA  completed  the  assemblage  of  a  computer- selected  equal- 
probability  sample  of  2,000  developments  that  would  provide 
operating   and   financial   data  with  a  measurable  standard 

(footnote  continued  on  next  page) 
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(2)  An  estimated  11.6  percent  increase  in  operating  costs  of 
pre- 1947  buildings,  using  BLS  price  indices  with  1978  weights  estab- 
lished by  the  Board's  staff  for  pre-1947  buildings  (Table  2); 

(3)  A  10.4  percent  increase  in  O+M  costs,  for  the  April  1978  to 
April  1979  period  for  the  combined  stabilized  stock  of  post- 1947  and 
pre-1947  buildings  (Table  3); 

(4)  Projected  increases  in  O+M  costs  (weighted  for  pre-1947  and 
post- 1947  buildings)  of  10.3  percent  for  1979  to  1980  and  9.7  percent 
for  1980  to  1981  (Table  4); 

(5)  A  qualitative  cost  increase  of  4.5  percent  (Table  8);  and 

(6)  An  increase  in  the  vacancy  factor  to  15.0  percent  (see 
pages  16-19). 

The  first  four  of  these  track,  without  deviation,  the  methodology 
used  by  the  Board  in  the  past  and  conform  to  the  material  prepared  for  the 
Board  by  its  staff  for  Order  No.  11  (distributed  to  the  Board  on  June  12, 
1979).  The  projected  increases,  which  employ  the  Board's  methodology,  are 
responsible  conservative  estimates.  The  qualitative  cost  factor,  part  of  the 
prior  methodology,  must  be  increased  from  the  3  percent  awarded  in  Order  No. 
10a  to  recognize  the  effect  of  the  erosion  by  inflation  of  the  owners'  return  on 
investment.  The  last  of  these  —  an  increase  in  the  vacancy  factor  --  is  pro- 
posed to  move  stabilized  rents  toward  free  market  levels.  This  change  is 
required  by  law  and  public  policy  and  will  have  no  impact  upon  tenants  in 
occupancy . 

The  increases  in  the  qualitative  cost  and  vacancy  factors  are  neces- 
sary for  the  following  reasons : 


(footnote  continued  from  previous  page) 
error  of  0.5  to  0.8  percent  at  the  95  percent  probability 
level.    The  twin  problems  of  owners  in  dealing  with  the 
successive  guidelines  increases  of  Orders  No.   10a  and 
No.  10b  has  slowed  their  capacity  to  respond  to  the  RSA 
questionnaire  in  time  for  submission  to  the  Board.  Frag- 
mentary data  have  become  available  from  initial  tabulations 
but  these  are  only  indicative  at  this  point  and  do  not  jus- 
tify formal  presentation.    For  this  reason  the  present  sub- 
mission is  limited  to  the  use  of  the  BLS  Index  and  other 
available  data. 
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(1)  Increase  of  Qualitative  Cost  Factor  to  Compensate  for  Erosion  of 
Return  on  Investment.    In  the  past,  the  basic  thrust  of  the  Board's  rent  guide- 
lines was  to  compensate  for  increased  O+M  costs  and,  to  a  limited  extent,  "to 
take  into  consideration  the  high  cost  of  money  and  refinancing  mortgages  in  a 
time  of  record  high  interest  rates"  and  "narrowing  cash  flow  margins"  (Explanatory 
Statement  to  Order  No.   10a,  p.   23).     By  focusing  solely  on  such  factors,  the 
guidelines  have  held  annual  dollar  returns  on  owners'  equity  investment  constant, 
i.e.  ,   the  same  number  of  dollars  have  been  returned  each  year.     In  an  era 
when  the  value  of  the  dollar  shrinks  on  a  daily  basis ,  a  constant  dollar  return 
on  investment  over  the  protracted  time  since  April  1967,  the  base  period  of  the 
BLS  Index,  is  unfair  and  effectively  confiscatory.    Simply  to  compensate  for  the 
past  year's  erosion  in  the  real  value  of  the  owners'  dollar  return  (aside  from 
the   rise   in  mortgage  interest  rates  and  amortization  payments  and  cash  flow 
problems)  necessitates  a  4.5  percent  qualitative  cost  factor.     See  pages  12  to 
15. 

(2)  Adjustment  of  Vacancy  Factor.  The  laws  governing  stabilization 
declare  "that  the  transition  from  regulation  to  a  normal  market  of  free  bargain- 
ing between  landlord  and  tenant  .  .  .  [is]  the  objective  of  state  and  city 
policy.  ..."  In  the  past,  despite  its  obligation  to  follow  this  policy,  the 
Board  has  focused  narrowly  on  mathematical  increases  in  costs.  Because  this 
approach  does  not  carry  out  the  statutory  goal,  the  Board  must  expand  its 
focus  with  the  objective  of  moving  rents  toward  free  market  levels. 

As  is  discussed  more  fully  in  pages  16  to  19,  RSA  believes  that 
this  return  to  the  free  market  can  be  effected,  in  an  orderly  way,  without 
affecting  the  present  occupants  of  any  apartments,  by  setting  the  guidelines 
vacancy  factor  at  15.0  percent. 
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DETAILED  EXPLANATION  OF  RSA'S  SUBMISSION  FOR  ORDER  NO.  11 


BLS  Index  for  Post- 1947  Buildings 
Traditionally,    the   Board  has   used  the  BLS  Index*  as  the  starting 
point  for  calculating  lease  increase  allowances .     Table  1  shows  an  increase  of 
8.2  percent  in  the  BLS  Index  for  the  period  April  1978  to  April  1979: 


TABLE  1 

1978-1979  Percentage  Changes  in  Components 
of  BLS  Index  for  Post- 1947  Buildings 


Item 

Taxes,  fees  and  permits 
Labor  costs 
Fuel  and  utilities 
Contractor  services 
Administrative  costs 
Insurance  costs 
Parts  and  supplies 
Replacement  costs 

All  Items 


BLS  Index 
1978-1979 
Percentage 
Increase 

-  2.3 
10.5 
24.5 
8.2 
5.2 
4.4 
9.0 
7.3 


BLS 
1978 
Weights 

36.5 
17.3 
22.9 
10.5 
6.5 
3.3 
2.0 
1.0 

100% 


1978-1979 

Weighted 

Increase 

-  .84 
1.82 
5.62 
.86 
.34 
.15 
.18 
.07 

8.2% 


Extrapolation  of  BLS  Index  to  Pre- 1947  Buildings 
The  BLS  Index  is  compiled  solely  from  data  relating  to  post- 1947 
buildings.  Because  these  buildings  differ  significantly  from  the  pre-1947  hous- 
ing stock  (e.g.  ,  they  are  aged  buildings,  with  obsolete  capital  facilities,  which 
are  expensive  to  operate  and  maintain)  the  statistics  derived  do  not  equally 
apply  to  the  pre-1947  universe. 


*  The  BLS  Index,  which  is  prepared  especially  for  the 
Board,  is  a  survey  of  actual  price  changes  in  a  fixed 
market  basket  of  goods  and  services  used  in  the  operation 
and  maintenance  of  post- 1947  New  York  City  apartment 
buildings . 
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In  an  effort  to  measure  the  differences  between  pre-  and  post- 1947 
buildings,  the  Division  of  Rent  Control  of  the  New  York  City  Department  of 
Housing  Preservation  and  Development  conducted  a  survey  in  1976  of  the  O+M 
expenses  incurred  in  pre- 1947  buildings  to  establish  weights  for  the  various 
components  of  the  BLS  Index.  These  weights  were  updated  by  the  Board's 
staff  based  on  1977  and  1978  BLS  price  indices  to  allow  the  price-increase  data 
collected  for  post- 1947  buildings  to  be  extrapolated  to  pre- 1947  buildings  and  a 
comparable  index  to  be  constructed  for  them.  Table  2  shows  the  Board's  extra- 
polation of  the  BLS  Index  to  pre- 1947  buildings,  for  the  April  1978  to  April 
1979  period: 


TABLE  2 


1978-1979  Percentage  Changes  in  Components 
of  BLS  Index,  Weighted  for  Pre- 1947  Buildings 


BLS  Index* 

1978-1979 

1978 

1978-1979 

Percentage 

City  Survey 

Weighted 

Increase 

Weights 

Increase 

(post-1947 

(pre-1947 

(pre-1947 

buildings) 

buildings) 

buildings) 

Taxes,  fees  and  permits 

-  2.3 

21.2 

-  .5 

Labor  costs 

10.5 

10.9 

1.1 

Fuel  and  utilities 

24.9 

35.6 

8.9 

Contractor  services 

8.2 

12.2 

1.0 

Administrative  costs 

5.2 

10.1 

.5 

Insurance  costs 

4.4 

5.3 

.2 

Parts  and  supplies 

9.0 

1.9 

.2 

Replacement  costs 

7.3 

2.9 

.2 

All  Items 

100.0% 

11.6% 

*       For  all  items,  except 

fuel  and  utilities, 

which  has  been  modified  by  the 

Board's  staff  for  pre- 

1947  buildings. 

Combined  Increases  for  Pre- 1947 

and  Post- 1947  Units 

guidelines  for 

Because   the  Board  in  the  past  has 

not  set  separate 

pre-  and  post- 1947  buildings,  the  BLS  Index,  and  the  BLS  Index  as  extrapo- 
lated for  pre-1947  buildings,  must  be  weighted  and  combined  in  determining  the 


guidelines  under  Order  No.  11.  In  arriving  at  Order  No.  10a,  the  Board 
estimated    that    65    percent   of    the    stock    of    stabilized   housing   consisted  of 


pre- 1947    units,    and    35     percent    of    post- 1947  units. 

Using    these  same 

percentages  as  weights,  Table  3  shows  the  combined  O+M  cost  increase  for  the 

entire  stabilized  stock: 

Weighting  of  Pre-  and  Post- 1947  Units 

1978-1979 

Approximate  Percentage  Percentage 
of  Stabilized  Units          O+M  Increase 

Weighted 
Percentage  O+M 
Increase 

Pre- 1947                                   65                     x  11.6 
Post- 1947                                  35                     x  8.2 

7.5 
2.9 

Total  100 

10.4 

Forecasts  of  O+M  Price  Increases  for  1979  and 

1980 

In  order  to  arrive  at  the  guidelines  for  two-  and  three-year  leases, 
the  Board  must  project  O+M  price  increases  for  the  two  years  following  the  most 
current  BLS  Index.  This  is  done  by  estimating  the  price  increases  in  each  of 
the  BLS  Index  components.  The  BLS  Index  weights  for  post- 1947  buildings  and 
the  City-generated  weights  for  pre- 1947  buildings  are  then  applied  to  arrive  at 
projected  BLS  Indices  for  the  next  two  years .  These  projections  then  are 
combined,  using  the  .65/. 35  weights  described  above. 

Based  upon  the  best  economic  evidence  currently  available,  RSA 
projects  an  increase  of  10.3  percent  in  the  April  1979  to  April  1980  BLS  Index, 
and  9.7  percent  in  the  April  1980  to  April  1981  BLS  Index.  This  projection  is 
broken  down  into  the  components  of  the  BLS  Index  as  follows: 
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TABLE  4 

Projected  Percentage  Changes  in  Components  of  BLS  Index,  1979-1981 

BLS  1979 

Item  Weights  1979-1980  1980-1981 


Taxes,  fees  and  permits 

33.0 

-0- 

-0- 

Labor  costs 

17.7 

8.5 

8.5 

Fuel  and  utilities 

26.3 

26.0 

23.0 

Contractor  services 

10.6 

10.0 

10.0 

r\  LUUlllio  LI  a  LI  V  c    I  Uo  lb 

D  .  o 

7  n 

ft  n 

Insurance  costs 

3.2 

6.0 

7.0 

Parts  and  supplies 

2.0 

11.0 

12.0 

Replacement  costs 

0.9 

8.0 

9.0 

Post- 1947* 

10.3 

9.7 

Pre- 1947** 

12.9 

12.0 

All  Items*** 

12.0 

11.2 

*       This  calculation  is  made  by  applying  the  1979  BLS  weights  shown  above. 
**     This  calculation  is  made  by  applying  the  weights  used  in  Table  2,  above. 
***    This  calculation  is  made  by  applying  the  weights  used  in  Table  3,  above. 


The  projections  shown  in  Table  4  were  arrived  at  as  follows : 
Taxes,  fees  and  permits.     The  City  has  publicly  stated  its  policy  to 
avoid  increases  in  the  real  property  tax  rate  as  a  portion  of  its  response  to  the 
fiscal  crisis.     Similarly,  assessment  trends  of  the  past  four  years  indicate  that 
it  is  unlikely  that  there  will  be  an  increase  in  overall  assessments.  Accordingly, 
no  increase  is  anticipated  in  the  taxes,  fees  and  permits  category. 

Labor  costs.  The  projected  labor  cost  increases  reflect  the  impact  of 
the  new  Local  32B  contract  plus  cost-of-living  adjustments  and  additional 
Social  Security  payments  required  from  employers  under  recent  federal  law 
changes . 
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Fuel  and  utilities . 

As  the  Board  has  noted,  "[virtually  all  heating  oil  used  in  New  York 
City  is  imported  from  OPEC  members  and  prices  are  thus  highly  dependent  upon 
OPEC  actions.   .   .  ."* 

The  average  monthly  rate  of  fuel  oil  price  increase  in  the  past  6 
months  was  6  percent.  There  is  no  way  of  projecting  this  rate  with  any  accu- 
racy over  the  next  12  months.  Even  if  this  rate  of  increase  fell  by  half,  to  3 
percent  per  month,  it  still  would  result  in  a  fuel  oil  increase  of  an  additional  36 
percent  over  the  course  of  the  coming  year. 

Consequently,  we  have  used  36  percent  as  a  conservative  estimate  of 
the  projected  fuel  oil  increase  for  1979  to  1980.  After  a  full  year  at  this  rate 
of  increase,  it  is  reasonable  to  anticipate  that  some  leveling  will  take  place  as  a 
result  of  reduced  demand  from  increased  prices.  Therefore  we  have  projected  a 
fuel  oil  increase  of  32  percent  for  1980  to  1981. 

The  electricity  increase  projections  reflect  a  pass  through  of  fuel  oil 
price  increases  in  approximately  the  same  ratio  as  estimated  by  the  Board  for 
1979  to  1980  in  Order  No.  10a. 

The  other  factors  in  the  fuel  and  utilities  index  have  a  much  smaller 
effect  on  the  overall  increase  of  the  category.  It  is  projected  that  these  com- 
ponents (except  for  water  and  sewer  bills  which  are  expected  to  remain 
unchanged)  will  increase  each  year  at  a  rate  about  the  same  or  slightly  higher 
than  they  did  last  year  (Table  5) . 


*  Explanatory  Statement  and  Findings  to  Order  No.  10a,  p.  16. 
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TABLE  5 

Year-to-Year  Changes  in  Components  of 
BLS  Fuel  and  Utilities  Index,  Projected  1979-1981 

BLS  Index 
1978-1979 

BLS  1979           Percentage  Projected  Percentage  Increases 

Item                           Weight               Increase  1979-80  1980-81 

Fuel  oH                        58.0                     43  36  32 

Electricity                    21.0                       2  14  13 

Purchased  steam            9.0                     17  15  15 

Water  and  sewer            6.0                       0  0  0 

Gas                                5.0                       8  10  10 

Other                             1.0                       0  10  10 


Weighted  averages, 

all  items  100.0  24.5  25.8  23.2 


Contractor  services,  administrative  costs,  insurance  costs,  parts 
and  supplies,  and  replacement  costs.  The  preceding  components  --  taxes, 
labor,  fuel  and  utilities  --  account  for  more  than  75  percent  of  the  O+M  price 
index.  The  projections  for  the  remaining  categories  reflect  their  increase 
patterns  over  the  past  few  years,  as  well  as  the  factor  of  increasing  inflation  in 
the  general  economy .  Prices  in  these  categories  therefore  are  expected  to  rise 
at  rates  slightly  higher  than  last  year's. 

Ratio  of  O+M  to  Rentals 

In  the  past  two  years,  the  Board  has  estimated  the  ratio  of  O+M  costs 
to  total  rentals  to  be  65  percent.  The  Board,  in  its  April  26,  1979  Explanatory 
Statement  issued  in  relation  to  Order  10a  (p.  19),  confirms  that  under  stabiliza- 
tion "it  is  inevitable  that  the  O+M/rent  ratio  rises."  Unfortunately,  the  degree 
of  upward  shift  in  this  ratio  cannot  be  supported  by  incontrovertible  data; 
therefore,  the  .65  figure  was  used  for  the  calculation  of  the  basic  rent  increase 
allowances  6hown  in  Tables  6  and  7  below: 
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Calculation  of  Basic  Increase  Factors 
for  One-,  Two-,  and  Three- Year  Leases 

To  arrive  at  that  portion  of  the  final  three- year  guidelines  reflecting 
O+M  cost  increases,  the  combined  increase  for  1978  to  1979  and  the  projected 
combined  increases  for  1979  to  1980  and  1980  to  1981  are  applied  in  Table  6  in 
accordance  with  the  methodology  set  forth  by  the  Board  in  the  Order  10a 
Explanatory  Statement.  Table  6  weights  O+M  cost  increases  for  pre-  and  post- 
1947  buildings  as  in  Table  3,  and  assumes  the  .65/. 35    O+M/rent  ratio. 


TABLE  6 


Calculation  of  Basic  Rent  Increase  Allowances  for  Renewal 
Leases  Attributable  Solely  to  O+M  Increases 


Year  Ending 

Capital 
Item 

+ 

O+M  x 
Cost 

Percentage 
O+M 
Increase 

Equivalent 
Rent 

June  30,  1978  (B 

ase) 

35 

+ 

65 

X 

100 

0 

100.00 

June  30,  1979 

35 

+ 

65 

X 

110, 

,4 

106.76 

June  30,  1980 

35 

+ 

71, 

,76  x 

112, 

,0 

115.37 

June  30,  1981 

35 

+ 

80 

,37  x 

111, 

2 

124.37 

1979 

1980 

1981  : 

No. 

Years 

Annual 

Lease  Term 

Actual 

+ 

Est. 

+ 

Est. 

in 

Lease 

=  Rent 

One  Year 

106, 

76 

+ 

4, 

1 

=  106.76 

Two  Years 

106, 

76 

+ 

115.37 

+ 

2 

=  111.07 

Three  Years 

106 

76 

+ 

115.37 

+ 

124.37 

* 

3 

=  115.50 

The  net  result  of  these  computations  is  that  the  guidelines  for  renewal 


leases  should  include  a  factor  for  O+M  increases  as  follows: 
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TABLE  7 


Percentage  Increase  for  Renewal  Leases 
Attributable  Solely  to  O+M  Increases 

Lease  Term  Percentage 

One-year  7.0% 
Two-years  11.0% 
Three-years  15.5% 

Qualitative  Cost  Increases 

Over  the  years,  the  Board's  primary  focus  in  setting  guidelines  has 
been  on  compensating  owners  for  increases  in  O+M  costs.  From  time  to  time, 
secondary  consideration  has  been  given  to  increases  in  the  so-called  qualitative 
costs,  particularly  changes  in  the  cost  of  borrowing  money.  This  emphasis  on 
cost  increases  has  had  the  effect  of  holding  annual  returns  on  equity  investment 
constant,  i.e.,  the  same  number  of  dollars  is  returned  each  year.  In  a  time 
when  the  value  of  the  dollar  shrinks  almost  daily,  the  combination  of  a  steadily 
decreasing  real  return  on  capital  investment  and  a  steadily  increasing  interest 
rate  is  unacceptable  and  effectively  confiscatory. 

This  economic  reality  has  been  dealt  with  only  tangentially  in  prior 
Board  actions  when  considered  under  the  rubric  of  the  "economic  condition  of 
the  residential  real  estate  industry".  In  Order  No.  10a  the  Board,  for 
example,  expressly  recognized  increased  financing  costs  as  a  principal  factor  in 
granting  a  3.0  percent  qualitative  cost  increase. 

The  increase  in  the  cost  of  money  that  contributed  to  a  3.0  percent 
qualitative  cost  increase  in  Order  10a  was  based  on  data  for  the  base  period 
April  1977  to  April  1978.  For  the  April  1978  to  April  1979  period,  on  which 
this  Order  is  to  be  based,  the  increase  in  the  cost  of  money  has  accelerated  at 
an  even  faster  rate  (Table  8). 
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TABLE  8 

Increase 

in  the  Cost  of  Money 

Period 

Prime  Rate 

Discount  Rate 

Mortgage 

Rate 
(Multiple 
Dwellings) 

April  1977 
April  1978 
April  1979 

6.25 
8.00 
11.75 

5.25 
6.50 
9.50 

8.94 
9.33 
10.44 

The    shrinking    return    on    investment    and   record-breaking  interest 
rates  manifest  themselves  in  two  ways: 

—  Lenders  are  reluctant  to  renew  or  extend  mortgages  of  buildings 


with  decreasing  cash  flow  where  such  mortgages  have  substantial  principal 
balances . 

--  Very  large  rent  increases  are  needed  to  support  the  premium 
interest  rates  required  for  the  renewal  of  high-risk  mortgages.  RSA's  1976/1977 
expenditures  survey  shows  that  the  renewal  of  the  average  6  percent  mortgage 
at  a  9.5  percent  interest  rate  requires  a  9.3  percent  increase  in  average  rents 
to  support  the  new  mortgage  debt  service  (Table  9). 

[Deliberately  left  blank  so  that  Table  9  could 
appear  in  its  entirety  on  next  page .  ] 
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TABLE  9 


Estimated  Financial  Impact  on  a  Rent- Stabilized  Unit 
of  the  Renewal  of  a  6  Percent  Mortgage  at  9.5  Percent 
Interest  Rate  Based  Upon  1976-1977  Expenditures  Survey  Data 


Item  Dollars 

Mortgage  Balance  7,000 

Interest  at  6  Percent  (1977)  420 

Amortization  (1977)  59 

Operating  Expenditures  (1977)  2,163 

Total  Expenditures  (1977)  2,642 

Renewed  Mortgage  at  9.5  Percent: 

Interest  665 

Amortization  (no  change)  59 

Operating  Expenditures  (1977)  2,163 

2,887 

Increase  in  Annual  Expenditures  245 
Percent  Increase  in  Rent  Required  to 

Meet  New  Mortgage  Debt  Service  9.3  percent 


Although  the  mortgage  interest  rate  is  an  important  consideration,  it 
is  only  one  of  the  factors  that  should  be  taken  into  account  in  determining  the 
qualitative  cost  increase.  Some  buildings  carry  second  and  third  mortgages, 
many  are  mortgage-free.  Interest  rates  in  many  cases  exceed  the  prime 
mortgage  rate,  and  many  mortgages  are  open.  The  qualitative  cost  increase 
should  be  based  on  holding  the  entire  investment  in  a  building  constant  over 
the  year  to  prevent  the  erosion  of  such  capital  by  inflation,  whether  or  not  a 
building  is  mortgaged. 

The  erosion  is  not  theoretical,  it  is  real.  It  is  illustrated  by  the 
abandonment  of  30,000  housing  units  a  year,  where  capital  has  eroded  to  zero. 
It  also  is  illustrated  by  the  fact  that  assessments  have  decreased  even  during 
the  inflationary  period,  and  further  by  the  recognized  constant  increase  of  the 
O+M  to  rent  ratio.    Finally,  it  is  illustrated  by  the  fact  that  $100,000  in  equity 
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investment  in  a  multi-family  residential  building  in  1967  is  worth  $48,000  today 
when  deflated  by  the  BLS's  Consumer  Price  Index  ("CPI"). 

The  inflation  factor,  as  found  in  the  CPI  for  April  1978  to  April  1979, 
was  7.6  percent.  The  use  of  the  7.6  percent  CPI  increase  recognizes  that 
capital  is  a  cost  concommitant  of  housing  and  reflects  the  increase  in  such  cost 
through  inflation  for  the  April  1978  to  April  1979  period.  Applying  this  to  all 
buildings  in  a  properly-weighted  manner  requires  a  qualitative  cost  increase  of 
4.5  percent  for  each  renewal  lease  under  Order  No.  11  (Table  10). 

TABLE  10 

Computation  of  Qualitative  Cost  Increase  for  Order  No.  11 

Percentage  of 
Rent  Roll 
Ascribable 

to  Capital  Inflation  Relative  Weighted 

Items        x      Factor     x      Weight       =  Increase 

Pre- 1947  buildings  30*        x  7.6%     x  .65       =  1.482 

Post- 1948  buildings  35  x  7.6%     x  .35  .931 

Total  income  needed  to  adjust  for  capital  erosion  2.413 
Adjusted  by  percentage  of  leases  renewed  each  year  ~~  .533** 

Required  qualitative  cost  increase  4.5% 


*       Estimated  by  RSA. 

**     Calculated  by  applying  the  lease  distribution  under  stabilization  as  follows: 


TABLE  11 

Lease  Distribution 

Percentage  of 

Lease  Term 

Percentage 

Leases  Renewed  Annually 

One  Year 

25 

25.0 

Two  Years 

20 

10.0 

Three  Years 

55 

18.3 

100 

53.3 
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Transition  Toward  the  Free  Market  -  The  Vacancy  Turnover  Adjustment 
The  significance  of  a  free  market  in  housing  in  New  York  City. 
Like  any  other  administrative  body,  the  Board  is  obligated  to  carry 
out  the  policies  of  the  laws  which  give  it  life.  In  both  the  Rent  Stabilization 
Law  of  1969  and  the  Emergency  Tenant  Protection  Act  of  1974,  the  City  Council 
and  the  State  Legislature  declared  "that  the  transition  from  regulation  to  a 
normal  market  of  free  bargaining  between  landlord  and  tenant  ...  [is]  the 
objective  of  state  and  city  policy.  .  .  ."  Yet,  over  the  past  10  years,  by 
narrowly  focusing  on  increases  in  O+M  costs ,  and  in  some  instances  on  certain 
qualitative  costs ,  the  Board  has  ignored  market  realities  and  has  allowed  rentals 
of  stabilized  apartments  to  fall  well  below  what  they  would  have  been  on  the 
free  market. 

Even  if  the  rent  stabilization  laws  did  not  require  the  free  market  to 
be  the  point  of  reference  for  rent  guidelines,  housing  market  conditions  in  the 
City  make  it  essential  that  the  Board  expand  its  horizons  beyond  inflation's 
impact  on  O+M  costs .  The  Board  must  begin  to  set  rents  with  an  eye  toward 
what  they  would  be  on  the  open  market. 

A  failure  to  initiate  such  steps  in  the  City's  current  market  situation 
will  mean  a  continued  deterioration  of  the  housing  stock,  which  has  been  losing 
units  at  the  rate  of  30,000  annually  over  the  past  three  years,  and  which, 
much  more  importantly,  has  seen  privately  financed  new  multi-family  housing 
construction  reduced  to  a  trickle  since  1970. 

Few  persons  appreciate  the  fact  that  there  has  been  no  substantial 
construction  of  privately-financed  full-taxpaying  multi-family  housing  in  the 
City  since  the  imposition  of  rent  stabilization  in  1969.  As  Table  12  shows,  the 
number  of  starts  of  such  housing  from  1970  to  1978  has  averaged  less  than 
5,600  apartments  a  year,   about  one-fifth  of  the  average  of  25,600  apartments 
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started  in  the  years  1959-1969  classified  as  the  pre- stabilized  period.  Seldom 
has  there  been  a  more  dramatic  correlation  between  the  imposition  of  rent  re- 
strictions and  the  collapse  of  new  privately-financed  rental  construction  than  is 
illustrated  in  the  pre-  and  post- stabilization  figures  in  Table  12: 


TABLE  12 

Private  New  Multi-Family  Housing  Starts 
(3+Families),  New  York  City  1959-1978 

Privately  Financed  Full 
Taxpaying  Multi- Family 
Year  Starts* 


PRE-RENT  STABILIZATION 


1959 

39,422 

1960 

36,522 

1961 

49,813 

1962 

50,681 

1963 

38,335 

1964 

14,184 

1965 

14,053 

1966 

10,750 

1967 

10,999 

1968 

9,188 

1969 

8,029 

Total,  1959-1969 

281,976 

Average,  1959-1969 

25,634 

POST-RENT 

STABILIZATION 

1970 

5,822 

1971 

5,654 

1972 

6,902 

1973 

5,884 

1974 

5,604 

1975 

3,189 

1976 

5,235 

1977 

6,053 

1978 

5,862 

Total,  1970-1978 

50,205 

Average,  1970-1978 

5,578 

Includes  developments  built  under  §421,  10-year  tax  exemption  program. 


Source:    Research  Section,  N.Y.S.  Division  of  Housing  and  Community  Renewal. 
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Housing  losses  in  the  meantime  have  reached  unprecedented  numbers. 
Between  1965  and  1978  the  City  lost  an  aggregate  of  some  300,000  apartments 
through  abandonment.  For  a  number  of  years  in  the  late  1960's  and  early 
1970's  the  lack  of  conventional  housing  construction,  as  well  as  the  loss  of 
housing  through  abandonment,  went  relatively  unnoticed  because  of  the  fairly 
high  rate  of  new  multi-family  public  and  publicly-assisted  housing  production 
aided  by  City,  State  and  Federal  subsidies.  Beginning  with  the  Nixon  morato- 
rium of  1973  and  the  financial  difficulties  of  the  City  and  State  in  1975,  the 
financing  and  production  of  new  public  and  publicly-assisted  housing  has 
virtually  disappeared.  The  only  substantial  investment  in  housing  in  the  last 
few  years  has  been  concentrated  on  the  rehabilitation  or  conversion  of  existing 
structures  where  the  net  addition  to  the  housing  stock  is  minimal. 

It  is  clear  that,  unless  there  is  a  new  resurgence  in  privately- 
financed  full-taxpaying  housing  production,  the  City  of  New  York  faces  a  bleak 
future.  After  35  years  of  rent  control  plus  rent  stabilization,  the  City's 
housing  supply  has  shown  a  net  decrease  each  year  since  1970. 

The  City's  housing  entrepreneurs  and  investors  are  engaged  in  resi- 
dential construction  in  almost  every  major  housing  market  in  the  nation  except 
in  New  York  City  where  investment  in  new  residential  construction  has  become 
unprofitable.  Unless  new  incentives  are  provided  to  the  private  sector  to 
engage  in  residential  investment,  there  is  little  or  no  prospect  for  any  signifi- 
cant new  multi-family  rental  construction  to  replace  existing  losses  of  housing 
through  deterioration  or  abandonment. 

In  this  context,  it  is  essential  that  the  Board  take  cognizance  of  its 
obligation  to  provide  a  climate,  through  its  regulatory  power  over  rents,  that 
will  overcome  the  virtually  total  redlining  of  New  York  City  as  a  market  for 
private  multi-family  residential  investment.     Since  there  is  no  prospect  of  any 
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substantial  new  public  investment  in  housing  construction  in  the  City  within  the 
foreseeable  future,  this  leaves  only  the  private  sector  as  a  possible  source  of 
new  housing. 

Vacancy  Turnover  Adjustment 
For  the  reasons  stated  above,  RSA  proposes  that  the  5.0  percent 
vacancy  lease  factor  that  has  been  utilized  as  a  method  to  modestly  increase 
cash  flow  to  owners ,  be  utilized  as  a  tool  to  substantially  increase  cash  flow 
and  to  gradually  move  the  stabilized  rent  sector  of  the  City  toward  free  market 
levels  with  no  impact  upon  tenants  in  residency .  In  order  for  the  "vacancy 
turnover  adjustment"  to  become  an  effective  tool,  it  will  require  that  this  factor 
be  set  at  15.0  percent  for  Order  No.  11  and  at  least  the  same  for  subsequent 
orders.  This  step  should  be  taken,  not  as  a  one-shot  contribution  to  owners, 
but  as  a  statement  of  policy  for  the  future  to  encourage  new  interest  by  the 
private  investment  sector  in  multi-family  housing  construction  in  New  York 
City. 

Special  Electrical  Inclusion  Allowance 
The  component  in  the  BLS  Index  which  compensates  for  increases  in 
the  cost  of  electricity  is  not  weighted  to  include  increases  incurred  by  indi- 
vidual apartments  in  which  electricity  is  included  in  the  rent.  Although  tenants 
who  pay  for  electricity  separately  from  rent  have  a  monthly  reminder  of  the 
need  to  conserve,  tenants  whose  electricity  is  included  in  the  rent  do  not.  A 
Consolidated  Edison  study  of  three  apartment  structures  that  had  been  con- 
verted from  electricity  included  in  rent  to  individually  metered  apartments 
shows  that  electric  consumption  had  been  forty  percent  higher  prior  to  conver- 
sion than  was  experienced  after  installation  of  individual  meters.*    This  fact  is 


♦The  data  can  be  found  in  Public  Service  Commission  Case 
No.    26998  (1976). 
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one  that  is  not  addressed  by  the  market-basket  concept  measured  by  BLS. 
Accordingly,  RSA  believes  that  a  factor  of  not  less  than  one  percent  must  be 
added  to  the  other  rent  increases  described  above  to  reimburse  owners  for  the 
difference  in  costs  for  electrical-inclusion  apartments . 

Recommendation  That  Guidelines  Be  Limited  to  Two  Years 
It  is  difficult  enough  under  the  best  conditions  to  predict  economic 
developments  two  and  three  years  into  the  future.     The  task  becomes  almost 
impossible  during  an  inflationary  period  such  as  the  one  we  are  now  experi- 
encing. 

RSA  believes  that  it  is  time  to  reconsider  the  advisability  of  setting 
guidelines  for  three-year  periods.  Under  present  economic  conditions,  it  would 
be  more  prudent  if  a  two-year  guideline,  at  most,  were  established  in  order  to 
avoid  the  problems  caused  by  an  inaccurate  prediction  for  the  third  year. 
Those  tenants  who  wish  a  three- year  lease  could  be  given  the  option  to  renew 
for  the  third  year  at  a  guideline  rate  based  on  actual  expense  changes  deter- 
mined by  the  Board  prior  to  the  third  year.* 

Both  owners  and  tenants  could  benefit  from  such  a  revision.  Should 
inflation  continue  at  an  ever- increasing  pace,  owners  will  not  be  penalized  by  a 
rigid  guideline  set  prematurely.  On  the  other  hand,  should  the  inflation  be 
checked,  as  it  may,  then  tenants  would  benefit  by  the  accurate  rental  adjust- 
ment that  could  be  provided  for  the  third  year  of  a  three-year  lease. 

Special  Guidelines  for  Vacancy  Decontrolled 
Units  Entering  the  Stabilized  Stock 

In  1974,  the  Emergency  Tenant  Protection  Act  introduced  a  procedure 

whereby  the  first  tenant  in  a  formerly  rent  controlled  and  just  vacated  apartment 

*This  proposal  is  thoroughly  consistent  with  law  since  the  Board  still  will 
be  setting  guidelines  annually  and  tenants  still  will  be  given  the  option  of 
one,  two,  or  three-year  renewals. 
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could  apply  to  the  CAB  for  a  rent  rollback  by  alleging  that  his  rent  exceeded 
the  fair  market  rental  of  his  apartment.  The  Board  was  directed  to  "promulgate 
as  soon  as  practicable  after  the  local  effective  date  of  the  [Emergency  Tenant 
Protection  Act]  guidelines  for  the  determination  of  fair  market  rents  for  housing 
accommodations  as  to  which  any  [such]  application  may  be  made" .  N.  Y.  City 
Administrative  Code  §YY51-6 . 0 . 2(b)(1) .  The  Code  further  required  that  these 
guidelines  be  used  by  the  CAB  along  with  "the  rents  generally  prevailing  in  the 
same  area  for  substantially  similar  housing  accommodations"  to  determine  the 
tenant's  claim  that  his  rental  exceeds  the  fair  market  value. 

In  each  order  following  the  Emergency  Tenant  Protection  Act,  the 
Board  has  announced  a  so-called  special  guideline  for  vacancy  decontrolled 
units,  which  has  been  mechanically  set  at  the  maximum  base  rent  for  a  given 
apartment  plus  15,  20,  or  even  22-1/2  percent.  It  appears  that  the  Board  has 
not  complied  with  its  statutory  duty. 

It  is  clear  that  when  the  Rent  Stabilization  Law  directed  the  Board  to 
establish  guidelines,  it  contemplated  the  development  of  a  methodology  to  be 
used  in  determining  the  actual  fair  market  value  of  a  given  apartment.  To 
carry  out  the  statutory  goal  of  a  transition  to  free  market  rents  and  because, 
for  most  pre-1947  buildings  the  MBRs  are  substantially  below  market  rents,  the 
Board  should  adopt  as  the  special  guideline:  The  current  maximum  base  rent 
plus  35  percent.  This  figure  shall  be  given  a  weight  not  in  excess  of  one-third 
when  averaged  with  comparable  rents  to  determine  the  initial  legal  regulated 
rent. 

It  is  especially  important  that  the  Board's  special  guidelines  not  be 
given  a  weight  in  excess  of  one-third  because  the  Conciliation  and  Appeals 
Board  in  the  past  has  given  excessive  weight  to  the  special  guideline  and  has 
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downgraded  to  50  percent  the  best  indicia  of  fair  market  value,  namely,  compa- 
rable rents . 

CONCLUSIONS 

The  increases  requested  by  RSA  are  higher  than  ever  have  been 
granted  by  the  Board.  Nevertheless,  the  request  is  justified  fully  by  the 
letter  and  the  spirit  of  the  statutes,  the  methodology  used  by  the  Board,  and 
projections  that  rely  upon  independent  sources  such  as  major  fuel  distributors, 
the  Petroleum  Industry  Research  Foundation  and  Chase  Econometrics .  To 
ignore  the  evidence  presented  in  this,  and  other  factual  reports,  will  exacerbate 
the  very  conditions  that  have  caused  the  housing  problems  of  the  City. 

In  June,    1977,  the  Temporary  Commission  on  City  Finances  reported 

to  the  Mayor  that: 

" .  .  .  [r]ent  control  and  rent  stabilization  have  already  facilitated 
the  destruction,  beyond  repair,  of  a  significant  portion  of  the  housing 
inventory  in  New  York  City  and  until  rents  are  permitted  to  reflect 
the  true  costs  of  operating  urban  housing,  the  premature  decay  of 
rental  structures  will  persist." 

Based  on  the  data  compiled  by  the  U.S.  Bureau  of  Labor  Statistics 
and  the  City's  Housing  Preservation  and  Development  Department,  an  increase 
of  11.5  percent  for  a  one-year  lease  renewal  is  required.  Lease  renewals  for 
two  or  three-year  terms,  at  the  option  of  tenant,  should  be  at  15.5  percent  or 
20.0  percent,  respectively. 

This  submission's  recommended  guidelines  are  necessary  if  a  begin- 
ning is  to  be  made  to  reverse  the  steadily  increasing  deterioration  of  the  City's 
apartment  stock  and  to  encourage  new  construction.  Pivotal  to  achieving  such 
goal  is  the  requirement  that  owners  be  given  an  incentive  to  invest  in  the 
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construction  and  maintenance  of  apartment  structures  on  a  basis  competitive 
with  investments  in  other  sectors  of  the  economy . 

Respectfully  submitted, 


RENT  STABILIZATION  ASSOCIATION  OF  N.Y.C.,  INC. 

477  Madison  Avenue 

New  York,  New  York  10022 

(212)  421-5613 
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